
Management’s Discussion and Analysis of Financial Condition 
and Results of Operations 

 
This discussion and analysis contains forward-looking statements within the meaning of the U.S. Private 

Securities Litigation Reform Act of 1995 and we intend that such forward- looking statements be subject to the safe 
harbors created thereby. Forward-looking statements are statements other than historical information or statements 
of current condition. Words such as “may,” “will,” “expect,” “believe,” “anticipate,” “intend,” “could,” 
“estimate”, “continue” or the negative or comparable terminology are intended to identify forward-looking 
statements. In addition, any statements that refer to expectations, projections or other characterizations of future 
events or circumstances are forward-looking statements. They are not guarantees of future performance and involve 
risks and uncertainties. Actual results may differ materially from those in the forward-looking statements due to 
various factors, including consolidation in the global telecommunications test and measurement industry; capital 
spending levels in the telecommunications, life sciences and high-precision assembly sectors; concentration of 
sales; fluctuating exchange rates and our ability to execute in these uncertain conditions; the effects of the 
additional actions we have taken in response to such economic uncertainty,(including our ability to quickly adapt 
cost structures with anticipated levels of business, ability to manage inventory levels with market demand); market 
acceptance of our new products and other upcoming products; limited visibility with regard to customer orders and 
the timing of such orders; our ability to successfully integrate our acquired and to-be-acquired businesses and to 
operate and manage businesses in foreign countries; the retention of key technical and management personnel; and 
future economic, competitive and market conditions.  Assumptions relating to the foregoing involve judgments and 
risks, all of which are difficult or impossible to predict accurately and many of which are beyond our control.  Other 
risk factors that may affect our future performance and operations are detailed in our Annual Report on Form 20-F 
and our other filings with the U.S. Securities and Exchange Commission and the Canadian securities commission. 
We believe that the expectations reflected in the forward-looking statements are reasonable based on information 
currently available to us, but we cannot assure you that the expectations will prove to have been correct. 
Accordingly, you should not place undue reliance on these forward-looking statements. These statements speak only 
as at the date of this document. We undertake no obligation to revise or update any of them to reflect events or 
circumstances that occur after the date of this document.  
 

The following discussion and analysis of financial condition and results of operations is dated March 
28, 2007. 

 
All dollar amounts are expressed in US dollars, except as otherwise noted. 

 
INDUSTRY OVERVIEW 

Global market demand for telecom test and measurement equipment should remain strong in the years to 
come as most network service providers (NSPs) are reassigning their capital expenditures to convert their networks 
to converged Internet protocol (IP)-based services, and to significantly increase network capacity to enable triple-
play (voice, data and video) offerings. These market forces create needs for differentiated test solutions to help NSPs 
accelerate deployment and ensure service quality in their network build-outs.  
 

With the ongoing globalization of the world’s economy and the emergence of new consumer markets, 
NSPs are poised to capitalize on growing demand for communications and entertainment services. In 2006, some 
smaller telecom operators launched broadcast-quality video services based on IP communications. This technology, 
better known as IPTV, allows telephone companies (telcos) to efficiently offer TV, HDTV and interactive 
TV services to their broadband subscribers. Tier-1 and Tier-2 telcos are expected to launch similar IPTV services on 
a large scale in calendar 2007. While Web-based streaming video is offered for free on a best-effort basis, IPTV, 
whom many regard as the broadband “killer application,” will require a high level of performance to ensure a quality 
user experience. NSPs, after all, do not want customer churn to prevent a meaningful return on their massive 
investments. 
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To deliver a wide range of differentiated IP services, NSPs will continue transforming their legacy, circuit-
switched networks into highly efficient, flexible and scalable packet-based IP architectures. Telcos and cablecos 
have already proven that they can generate significant revenues from higher-margin services on hybrid networks, 
while reducing operating costs. IPTV should only accelerate the migration towards fully converged, IP-based 
networks, since it typically allows NSPs to nearly double average revenue per user (ARPU).  
 

The increasing reliance on telecom and IP-related services will continue driving bandwidth consumption, 
thus pushing the deployment of fiber deeper into access networks. Competition between telcos and cablecos has 
intensified as triple-play offerings are announced almost daily. Hybrid architectures combining copper and fiber 
(fiber-to-the-curb, or FTTC, and fiber-to-the-node, or FTTN), will keep expanding worldwide, since this is the 
quickest and least expensive method to increase bandwidth. To remain competitive with cablecos, telcos are 
migrating from former asymmetric digital subscriber line (ADSL), to current ADSL2+, and onto future very-high-
data-rate digital subscriber line standard version 2 (VDSL2) technologies as interoperability becomes a reality. 
Telcos, however, will increasingly opt for all-fiber, passive optical network (PON)-based architectures (fiber-to-the-
premises, or FTTP), with GPON becoming their preferred implementation, to meet heightened bandwidth 
requirements and to future-proof their networks. These decisions will apply not only to green-field deployments and 
high-rise buildings, but also to larger-scale rollouts as operating costs are less than FTTC and FTTN and cost of 
deployments are falling. We are still in the early stages of building access networks around the world.  
 

Metro network deployments, taking advantage of carrier-grade Ethernet and metro-Ethernet technologies, 
are moving ahead to handle large increases in bandwidth consumption in access networks. These network upgrades, 
in turn, will eventually place a strain on long-haul networks, where excess capacity created by massive overspending 
in the late-90s is gradually being consumed. NSPs are more than ever committed to deploying next-generation 
SONET/SDH transport technologies, while 40 Gb/s deployments are expected to start in early 2008, creating new 
testing requirements at the optical and protocol layers.  
 

These key market trends affected multiple segments of the global telecommunications supply chain in the 
last few months. System vendors benefited from orders by both telcos and cablecos for next-generation, converged 
IP networks as well as from major investments by telcos in access networks. Component vendors saw demand for 
optical components that support FTTx and IP-based systems. Some test and measurement equipment vendors 
attracted the attention of telcos, cablecos, system manufacturers and component vendors, especially ones offering 
test solutions for IP networking and/or FTTx applications.  
 
COMPANY OVERVIEW 

We reported sales of $35.2 million in the second quarter of fiscal 2007, which represented an increase of 
17.1% year-over-year. At the half-way mark of our fiscal year, sales reached $70.8 million for a growth of 23.9% 
year-over-year. In comparison, our corporate performance metric for sales growth for fiscal 2007 was established at 
20% year-over-year. Sales during the first half of fiscal 2007 included those of Consultronics Limited, a leading 
supplier of xDSL, IPTV and VoIP test equipment for copper-based broadband access networks, which was 
integrated into our Telecom Division following the closing of the acquisition in January 2006. Excluding these sales, 
we would have reported organic growth of 16.7% year-over-year at the half-way mark of fiscal 2007. 
 

Looking at the bottom line, we recorded GAAP net earnings of $2.7 million, or $0.04 per diluted share, 
in the second quarter of fiscal 2007 compared to $1.4 million, or $0.02 per diluted share, for the same period in 
2006. Midway through our fiscal year, we generated GAAP net earnings of $6.2 million, or $0.09 per diluted share, 
compared to $1.7 million, or $0.02 per diluted share, for the same period in 2006. As for earnings from operations, 
they reached 5.9% in the second quarter of fiscal 2007 and 6.8% midway through the fiscal year, close to our stated 
goal of 7% for the whole fiscal year. 
 

During the second quarter of fiscal 2007, we launched seven new products including Internet protocol 
television (IPTV) test capabilities for our Packet Blazer Ethernet product line, an enhanced Packet Blazer test 
module for advanced Ethernet and higher-layer test applications, a very-high-speed digital subscriber loop, version 2 
(VDSL2) test module to characterize IPTV and high-definition television (HDTV) over copper access links, a 
software upgrade for optical time-domain reflectometry (OTDR) characterization using the FTB-200 Compact 
Platform, as well as a new variable optical attenuator (VOA) for optical network testing and active component 
manufacturing applications. 
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Subsequent to the quarter-end, we received a US patent entitled “Method and Apparatus for Testing Optical 
Networks,” which serves as the basis of our series of passive optical network (PON) power meters designed for 
field-testing applications. These test solutions are widely used by technicians characterizing fiber-to-the-home 
(FTTH) PONs, particularly near the optical network terminal (ONT) at the customer premises where triple-play 
services need to be activated. 
 

During the first half of fiscal 2007, we have launched 12 new products. Sales derived from products that 
have been on the market two years or less represented 30.5% of total sales in the first half of fiscal 2007. Our 
published goal for fiscal 2007 is 35%. 

 
During the first quarter of fiscal 2007, we implemented SAP at the Toronto, Canada and the Southampton, 

United Kingdom facilities of newly acquired Consultronics.  
 
OUR STRATEGY, KEY PERFORMANCE INDICATORS AND CAPABILITY TO DELIVER RESULTS 

 For a complete description of our strategy and the related key performance indicators, as well as our 
capability to deliver results in fiscal 2007, please refer to the corresponding sections in our most recent Annual 
Report, filed with the securities commissions.  
 
CRITICAL ACCOUNTING POLICIES AND ESTIMATES 

 
For a complete description of our critical accounting policies and estimates, please refer to the 

corresponding section in our most recent Annual Report, filed with the securities commissions. The following 
details the changes in critical accounting policies that will be adopted in fiscal 2008.  
 

In January 2005, the Canadian Institute of Chartered Accountants (CICA) issued four new accounting 
standards in relation to financial instruments: Section 3855, "Financial Instruments – Recognition and 
Measurement"; Section 3865, "Hedges"; Section 1530, "Comprehensive Income"; and Section 3251, "Equity".  
 

Section 3855 expands on Section 3860, "Financial Instruments – Disclosure and Presentation", by 
prescribing when a financial instrument is to be recognized on the balance sheet and at what amount. It also 
specifies how financial instrument gains and losses are to be presented in the financial statements.  
 

Section 3865 provides an alternative to Section 3855 for entities that choose to designate qualifying 
transactions as hedges for accounting purposes. It replaces and expands on Accounting Guideline 13, "Hedging 
Relationships", and on the hedging guidance in Section 1650, "Foreign Currency Translation", by specifying how 
hedge accounting is applied and what disclosures it requires.  
 

Section 1530, "Comprehensive Income", introduces a new requirement to temporarily present certain gains 
and losses outside net income.  
 

Consequently, Section 3250, "Surplus", has been revised as Section 3251, "Equity".  
 

Sections 1530, 3251, 3855 and 3865 apply to fiscal years beginning on or after October 1, 2006. We will 
adopt these new standards on September 1, 2007. Although the final adjustments will be based on the financial 
instruments that we will be a party to on the adoption date, we are currently assessing the effects of these new 
standards, and impacts consistent with the adjustments described under note 20 item b) of our most recent annual 
consolidated financial statements are expected. 
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RESULTS OF OPERATIONS 
 

The following discussion and analysis of our consolidated financial condition and results of operations for 
the periods ended February 28, 2006 and 2007, should be read in conjunction with our interim consolidated financial 
statements and the related notes thereto. Our interim consolidated financial statements have been prepared in 
accordance with Canadian generally accepted accounting principles (Canadian GAAP) and significant differences in 
measurement and disclosure from the United States generally accepted accounting principles (U.S. GAAP) are set 
out in note 13 to our interim consolidated financial statements. Our measurement currency is the Canadian dollar 
although we report our financial statements in US dollars. The following tables set forth interim consolidated 
statements of earnings data in thousands of US dollars, except per share data, and as a percentage of sales for the 
periods indicated: 

 

 

Three 
months 
ended 

February 28, 
2007 

Three 
months 
ended 

February 28, 
2006 

Six 
 months 
ended 

February 28, 
2007  

Six 
 months 
ended 

February 28, 
2006 

  (unaudited) (unaudited) 
Sales  $ 35,207  $ 30,066 $ 70,754  $ 57,110 
Cost of sales (1)   14,970   13,440  30,199   25,504 
Gross margin   20,237   16,626  40,555   31,606 
Operating expenses          

Selling and administrative   12,184  9,303  23,726   18,361 
Net research and development  4,678  3,906  9,032   7,028 
Amortization of property, plant and 

equipment  664   873  1,445   1,769 
Amortization of intangible assets  630  1,136  1,512   2,357 

Total operating expenses  18,156  15,218  35,715   29,515 
Earnings from operations  2,081  1,408  4,840   2,091 
Interest and other income  1,105  828  2,277   1,383 
Foreign exchange gain (loss)  352  (213)  735   (531) 
Earnings before income taxes  3,538  2,023  7,852   2,943 
Income taxes  854  657  1,635   1,222 
Net earnings for the period  $ 2,684  $ 1,366 $ 6,217  $ 1,721 
        
Basic net earnings per share  $ 0.04  $ 0.02 $ 0.09  $ 0.03 
Diluted net earnings per share  $ 0.04  $ 0.02 $ 0.09  $ 0.02 
          
Segmented information:        

Sales:        
Telecom Division  $ 29,297  $ 25,254 $ 58,819  $ 47,330 
Life Sciences and Industrial Division  5,910  4,812  11,935   9,780 

  $ 35,207  $ 30,066 $ 70,754  $ 57,110 
        

Earnings from operations:        
Telecom Division  $ 1,078  $ 1,220 $ 2,881  $ 1,708 
Life Sciences and Industrial Division  1,003  188  1,959   383 

  $ 2,081  $ 1,408 $ 4,840  $ 2,091 
Research and development data:          

Gross research and development  $ 5,939  $ 4,940 $ 11,448  $ 8,946 
Net research and development  $ 4,678  $ 3,906 $ 9,032  $ 7,028 

 
(1) The cost of sales is exclusive of amortization, shown separately. 
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Three 
months 
ended 

February 28, 
2007 

Three 
months 
ended 

February 28, 
2006 

Six 
months 
ended 

February 28, 
2007  

Six 
 months 
ended 

February 28, 
2006 

  (unaudited) (unaudited) 
Sales   100.0 %   100.0 %   100.0 %   100.0 % 
Cost of sales (1)   42.5   44.7   42.7   44.7 
Gross margin   57.5   55.3   57.3   55.3 
Operating expenses           

Selling and administrative   34.6   30.9   33.5   32.2 
Net research and development   13.3   13.0   12.8   12.3 
Amortization of property, plant and 

equipment   1.9   2.9   2.0   3.0 
Amortization of intangible assets   1.8   3.8   2.2   4.1 

Total operating expenses   51.6   50.6   50.5   51.6 
Earnings from operations   5.9   4.7   6.8   3.7 
Interest and other income   3.1   2.7   3.2   2.4 
Foreign exchange gain (loss)   1.0   (0.7)   1.1   (0.9) 
Earnings before income taxes   10.0   6.7   11.1   5.2 
Income taxes   2.4   2.2   2.3   2.2 
Net earnings for the period   7.6 %   4.5 %   8.8 %   3.0 % 
         
Segmented information:                 

Sales:          
Telecom Division   83.2 %   84.0 %   83.1 %   82.9 % 
Life Sciences and Industrial Division   16.8   16.0   16.9    17.1  

   100.0 %   100.0 %   100.0 %   100.0 % 
         
Earnings from operations:          

Telecom Division   3.1 %   4.1 %   4.1 %   3.0 % 
Life Sciences and Industrial Division   2.8   0.6   2.7    0.7  

   5.9 %   4.7 %   6.8%   3.7 % 
         
Research and development data:           

Gross research and development   16.9 %   16.4 %   16.2 %   15.7 % 
Net research and development   13.3 %   13.0 %   12.8 %   12.3 % 

 
(1) The cost of sales is exclusive of amortization, shown separately. 
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SALES 
 
For the three months ended February 28, 2007, our global sales increased 17.1% to $35.2 million from 

$30.1 million for the same period last year, with an 83%-17% split in favor of our Telecom Division.  
 

For the six months ended February 28, 2007, our global sales increased 23.9% to $70.8 million from 
$57.1 million for the same period last year, with an 83%-17% split in favor of our Telecom Division. 
 
Telecom Division 

 
For the three months ended February 28, 2007, sales of our Telecom Division increased 16.0% to 

$29.3 million from $25.3 million for the same period last year.  
 
For the six months ended February 28, 2007, sales of our Telecom Division increased 24.3% to 

$58.8 million from $47.3 million for the same period last year.  
 
During the second quarter and the first half of fiscal 2007, we posted organic growth due to some market-

share gains in optical and protocol testing and continued spending in access networks fueled by the competitive 
dynamic between North American telephone and cable companies. Also, during the second quarter of fiscal 2007, 
we benefited from year-end revenue from our top customer, which contributed to the increase in sales year-over-
year. Sales made to this customer represented 25.7% of our telecom sales in the second quarter of fiscal 2007, 
compared to 10.2% for the same period last year. They represented 21.2% of our telecom sales for the first half of 
fiscal 2007, compared to 13.0% for the same period last year. 

 
 In addition, Consultronics, which we acquired in January 2006, contributed to the increase in our telecom 
sales year-over-year (for both the second quarter and the first half of 2007). Although sales of Consultronics 
products were lower than at the time of the acquisition, we expect sales of these test solutions to increase over time. 
In addition, these solutions are now better leveraged by our global sales channels and we are also developing and 
launching new products that will integrate Consultronics’ core knowledge and intellectual property. It should be 
noted that during the second quarter and the first half of fiscal 2007, a significant portion of sales of Consultronics’ 
products were made to our top customer.  

 Finally, during the second quarter and the first half of fiscal 2007, we benefited from a significant increase 
in the demand for our protocol test solutions, which also contributed to the increase in our telecom sales year-over-
year. Sales of our protocol test solutions represented more than 10% of our telecom sales for the second quarter and 
the first half of fiscal 2007. Based on these data points and given the much larger addressable market for protocol 
test solutions, we believe that protocol revenues should grow faster than our optical revenues.  

Life Sciences and Industrial Division   
 
For the three months ended February 28, 2007, sales of our Life Sciences and Industrial Division increased 

22.8% to $5.9 million from $4.8 million for the same period last year.  
 
For the six months ended February 28, 2007, sales of our Life Sciences and Industrial Division increased 

22.0% to $11.9 million from $9.8 million for the same period last year. 
 
The increase in sales in fiscal 2007, compared to 2006, is mainly due to increased sales activities in the 

curing and the fluorescence illumination markets. 
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Net Bookings 
 

Overall, for the two divisions, net accepted orders increased 28.8% to $36.5 million in the second quarter of 
fiscal 2007 from $28.3 million for the same period last year. Our book-to-bill ratio reached 1.04 in the second 
quarter of fiscal 2007, compared to 0.94 for the same period last year. In the previous quarter, the net book-to-bill 
ratio was 1.04. Our 28.8% increase in net accepted orders in the second quarter of fiscal 2007, compared to the same 
period last year, reflects the increased demand in our test solutions (especially in the Americas and in the Europe-
Middle East-Africa (EMEA) regions), some market-share gains in the telecommunications and life sciences markets 
as well as the improvement in the telecommunications market environment.  
 
Geographic distribution 
 

For the three months ended February 28, 2007, sales to the Americas, Europe-Middle East-Africa (EMEA) 
and Asia-Pacific (APAC) accounted for 57%, 31% and 12% of global sales, respectively. For the corresponding 
period last year, sales to the Americas, EMEA and APAC accounted for 57%, 26% and 17% of global sales, 
respectively. For the six months ended February 28, 2007, sales to the Americas, EMEA and APAC accounted for 
57%, 30% and 13% of global sales, respectively. For the corresponding period last year, sales to the Americas, 
EMEA and APAC accounted for 58%, 26% and 16% of global sales, respectively. 

 
During the second quarter of fiscal 2007, sales to EMEA and the Americas increased (in dollars) 38.8% and 

16.4%, respectively, while sales to APAC decreased 13.6%. During the first half of fiscal 2007, sales to EMEA, the 
Americas and APAC increased (in dollars) 44.5%, 20.8% and 2.3%, respectively.  
 

The significant increase in sales in EMEA market, so far in fiscal 2007, is apparent in the results for all our 
product lines, following our efforts to aggressively develop this market in the last several years and investment in 
stronger support and service operations in this region. Many Tier-1 carriers in EMEA are migrating their traditional 
circuit-switched core networks to higher speed, dense wavelength division multiplexing (DWDM) and Next- 
Generation packet-based architectures, which is creating a market demand for our protocol test solutions and fiber 
characterization test kits.  

 
In the Americas, sales to our top customer, who is located in the United States, significantly increased in 

dollars in the second quarter and the first half of fiscal 2007, compared to the corresponding periods last year. In the 
second quarter of fiscal 2007, we benefited from year-end revenue from this Tier-1 customer, which contributed to 
the significant increase in sales year-over-year. Also, this customer, along with other leading carriers, have 
continued their investments in access networks, fueled by the competitive pressure from cable companies to offer 
triple-play services (voice, data and video) to end-customers. Finally, Consultronics, whose customers are mainly 
located in the Americas, helped increase our sales to the Americas, year-over-year.  
 

A significant portion of our sales to the APAC market are made through tenders, which vary in number and 
importance quarter-over-quarter, and typically experience seasonal trends. Also, we face significant competitive 
pricing pressure in this area, and as a result, we were unsuccessful on winning some deals. 
 

Through our two divisions, we sell our products to a broad range of customers, including network service 
providers, cable TV operators, optical system and component manufacturers, as well as customers in the life 
sciences and high-precision assembly sectors. During the three months ended February 28, 2007, our top customer 
accounted for 21.4% ($7.5 million) of our global sales, and our top three customers accounted for 27.7% of our 
global sales. For the corresponding period last year, no customer accounted for more than 10% of our global sales, 
and our top three customers accounted for 20.3% of our global sales. For the six months ended February 28, 2007, 
our top customer accounted for 17.6% ($12.5 million) of our global sales, and our top three customers accounted for 
23.0% of our global sales. For the corresponding period last year, our top customer accounted for 10.7%            
($6.1 million) of our global sales, and our top three customers accounted for 19.8% of our global sales. As 
mentioned above, during the second quarter of fiscal 2007, we benefited from year-end revenue from our top 
customer, which contributed to the increase in sales to this customer during that period, as well as the increase in the 
percentage it represents. 
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Gross Margin 
 
Gross margin improved to 57.5% of sales for the three months ended February 28, 2007, from 55.3% for 

the same period last year.  
 
Gross margin improved to 57.3% of sales for the six months ended February 28, 2007, from 55.3% for the 

same period last year.  
 
The increase in our gross margin in the second quarter and the first half of fiscal 2007, compared to the 

corresponding periods last year, can be explained by the following factors. First, the increase in sales, year-over-
year, resulted in an increase in manufacturing activities, allowing us to better absorb our fixed manufacturing costs. 
In addition, during the second quarter and the first half of fiscal 2007, our gross margin was positively affected by 
the increased sales of our protocol test solutions and by the contribution of Consultronics. Protocol and copper-
access test solutions tend to have better margins than our optical ones. Furthermore, we were able to reduce our cost 
of goods sold by better leveraging our supplier base and by developing innovative new products with cost-effective 
design. Also, the shift in sales between EMEA and APAC had a positive impact on our gross margin as gross 
margin tend to be better in EMEA than in APAC. However, we are facing continued aggressive pricing pressure 
worldwide. Finally, during the first half of fiscal 2007, a stronger Canadian dollar, compared to the US dollar year-
over-year, prevented us from further improving our gross margin as some cost of sales items are denominated in 
Canadian dollars.  
 

Considering the expected sales growth in fiscal 2007, the expected increase in sales of protocol products 
(which tend to generate higher margins), the cost-effective design of our products, our tight control on operating 
costs as well as the full contribution of Consultronics, whose products have slightly higher margins than our optical 
ones, we expect our gross margin to improve in 2007 and beyond. However, our gross margin may fluctuate quarter-
over-quarter as our sales may fluctuate. Furthermore, our gross margin can be negatively affected by increased 
competitive pricing pressure, customer concentration and/or consolidation, increased obsolescence costs, shifts in 
customer and product mix, under-absorption of fixed manufacturing costs and increases in product offerings by 
other suppliers in our industry. Finally, any further increase in the strength of the Canadian dollar would have 
a negative impact on our gross margin in fiscal 2007.   
 
SELLING AND ADMINISTRATIVE 
 

For the three months ended February 28, 2007, selling and administrative expenses were $12.2 million, or 
34.6% of sales, compared to $9.3 million, or 30.9% of sales for the same period last year.  

 
 For the six months ended February 28, 2007, selling and administrative expenses were $23.7 million, or 
33.5% of sales, compared to $18.4 million, or 32.2% of sales for the same period last year.  

 
During the second quarter of fiscal 2007, we continued intensifying our sales and marketing activities to 

develop our markets and leverage the significant research and development investments of the prior years; this 
resulted in higher sales and marketing expenditures (including number of employees) year-over-year. In addition, 
our overall commission expenses increased in the second quarter of fiscal 2007, compared to the same period last 
year, due to the increase in sales year-over-year, and the shift in customer mix. In fact, during the second quarter of 
fiscal 2007, we had large orders sold directly to international customers for which we had to pay commissions to 
distributors. Furthermore, Consultronics, which we acquired in January 2006, contributed for the whole period to 
our selling and administrative expenses, compared to approximately one month in 2006, and therefore caused these 
expenses to increase year-over-year. However, a slightly weaker Canadian dollar, compared to the US dollar year-
over-year, caused our selling and administrative expenses to slightly decrease, as more than half of these are 
incurred in Canadian dollars.  

 
During the first half of fiscal 2007, intensified sales and marketing activities and the acquisition of 

Consultronics, as explained above, contributed to the increase in our selling and administrative expenses, compared 
to the same period last year. In addition, our overall commission expenses increased in the second half of fiscal 
2007, compared to the same period last year, due to an increase in sales year-over-year, and the shift in customer 
mix. Also, a stronger Canadian dollar on average for the period, compared to the US dollar year-over-year, caused 
our selling and administrative expenses to increase year-over-year.  
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Finally, during the second quarter and the first half of fiscal 2007, and despite an increase in sales, our 
selling and administrative expenses increased in percentage of sales, compared to the corresponding periods last 
year. Larger commissions on international sales as well as our efforts to develop international markets and 
operations contributed to the increase in these expenses as a percentage of sales.  
  

For fiscal 2007, we expect our selling and administrative expenses to increase in dollars, and slightly 
exceed our initial range of 30% to 32% of sales for the whole fiscal year. In particular, in fiscal 2007, we will have 
the full impact of the acquisition of Consultronics on our selling and administrative expenses. Also, we expect our 
commission expenses to increase as the sales volume increases. Furthermore, considering our goal of becoming the 
leading player in the telecom test and measurement space, we will intensify our sales and marketing efforts, both 
domestic and international, which will also cause our expenses to rise. Finally, any further increase in the strength of 
the Canadian dollar would also cause our selling and administrative expenses to increase, as more than half of these 
expenses are incurred in Canadian dollars.  
 
RESEARCH AND DEVELOPMENT 

 
For the three months ended February 28, 2007, gross research and development expenses totalled 

$5.9 million, or 16.9% of sales, compared to $4.9 million, or 16.4% of sales for the same period last year.  
 
For the six months ended February 28, 2007, gross research and development expenses totalled 

$11.4 million, or 16.2% of sales, compared to $8.9 million, or 15.7% of sales for the same period last year. 
 

The increase in our gross research and development expenses in dollars in the second quarter and the first 
half of fiscal 2007, compared to the corresponding periods last year, is mostly due to the contribution of the 
Consultronics acquisition. In addition, over the last few quarters, we intensified our research and development 
activities in both divisions, which resulted in more gross research and development expenses, including additional 
employees, during the second quarter and the first half of fiscal 2007, compared to the corresponding periods last 
year. During the second quarter of fiscal 2007, a slightly weaker Canadian dollar, compared to the US dollar year-
over-year, caused our gross research and development expenses to slightly decrease, as most of these are incurred in 
Canadian dollars. During the first half of fiscal 2007, the increased strength of the Canadian dollar, compared to the 
US dollar year-over-year, contributed to the increase in our gross research and development expenses. 

 
The above-mentioned factors explain the increase of our gross research and development expenses as a percentage 
of sales for the second quarter and the first half of fiscal 2007, compared to the corresponding periods last year. 
 

For the three months ended February 28, 2007, tax credits and grants from the Canadian federal and 
provincial governments for research and development activities were $1.3 million, or 21.2% of gross research and 
development expenses, compared to $1.0 million, or 20.9% of gross research and development expenses for the 
same period last year. For the six months ended February 28, 2007, these tax credits and grants were $2.4 million, or 
21.1% of gross research and development expenses, compared to $1.9 million, or 21.4% of gross research and 
development expenses for the same period last year.  
 

During the second quarter and the first half of fiscal 2007, tax credits and grants increased at the same rate 
as our gross research and development expenses compared to the corresponding periods last year as we were entitled 
to the same tax credits and grant programs year-over-year.  

 
For the first half of fiscal 2007, 30.5% of our sales originated from products that have been on the market 

for two years or less, which is below our stated goal of 35% for fiscal 2007. Over the last few months, our successful 
FTTx products moved down to the denominator part of the ratio as they have been on the market for more than two 
years. These products still contributed strongly to our sales in the first half of fiscal 2007.  
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For fiscal 2007, we expect to increase our research and development expenses at almost the same rate as we 
grow our sales, given our focus on innovation, our desire to gain market shares and our goal to exceed customer 
needs and expectations and the full impact of the acquisition of Consultronics. We also intend to increasingly take 
advantage of talent pools around the world by establishing a research and development center focused on software 
development, in Pune, India. Finally, any further increase in the strength of the Canadian dollar would cause our net 
research and development expenses to increase, as most of these are incurred in Canadian dollars. 
 
AMORTIZATION OF PROPERTY, PLANT AND EQUIPMENT 

 
For the three months ended February 28, 2007, amortization of property, plant and equipment was 

$664,000, compared to $873,000 for the same period last year. For the six months ended February 28, 2007, 
amortization expenses amounted to $1.4 million, compared to $1.8 million for the same period last year. The 
decrease in amortization expenses in fiscal 2007, compared to 2006, despite the acquisition of Consultronics, is 
mainly due to the fact that some of our property, plant and equipment became fully amortized during fiscal 2006. 
 
AMORTIZATION OF INTANGIBLE ASSETS 

 
For the three months ended February 28, 2007, amortization of intangible assets was $630,000, compared 

to $1.1 million for the same period last year. For the six months ended February 28, 2007, amortization of intangible 
assets was $1.5 million, compared to $2.4 million for the same period last year. The decrease in amortization 
expenses in fiscal 2007, compared to 2006, despite the acquisition of Consultronics, is mainly due to the fact that 
some of our intangible assets became fully amortized during fiscal 2006 and the first quarter of 2007; namely, those 
related to our Life Sciences and Industrial Division and our protocol activities. 
 
INTEREST AND OTHER INCOME 

For the three months ended February 28, 2007, interest and other income amounted to $1.1 million, 
compared to $828,000 for the same period last year. During the second quarter of fiscal 2007, our interest income 
was higher than the corresponding period of 2006, mainly because of the increase in our average cash position due 
to cash flows from operating activities and because of the increase in interest rates. However, the decrease in the 
value of the Canadian dollar, compared to the US dollar year-over-year contributed to the decrease in our interest 
income to some extent as it is denominated in Canadian dollars.  
 

For the six months ended February 28, 2007, interest and other income amounted to $2.3 million compared 
to $1.4 million for the same period last year. The increase in interest income year-over-year is the result of the 
increase in our average cash position due to cash flows from operating activities and the increase in interest rates. 
Also, the increased strength of the Canadian dollar compared to the US dollar year-over-year contributed to the 
increase in our interest income to some extent. 

 
FOREIGN EXCHANGE GAIN (LOSS) 
 

For the three months ended February 28, 2007, the foreign exchange gain amounted to $352,000, compared 
to a foreign exchange loss of $213,000 for the same period last year.  

 
During the second quarter of fiscal 2007, the value of the Canadian dollar decreased quarter-over-quarter, 

compared to the US dollar, which resulted in a foreign exchange gain during the second quarter of 2007. On the 
other hand, during the second quarter of fiscal 2006, the value of the Canadian dollar increased quarter-over-quarter, 
compared to the US dollar, which resulted in a foreign exchange loss in the second quarter of fiscal 2006.  

 
For the six months ended February 28, 2007, the foreign exchange gain amounted to $735,000 compared to 

a foreign exchange loss of $531,000 for the same period last year. The significant foreign exchange gain recorded in 
the first half of fiscal 2007 is the result of the significant decrease in the value of the Canadian dollar compared to 
the US dollar during this period. During the corresponding period last year, the value of the Canadian dollar 
increased compared to the US dollar, which resulted in a foreign exchange loss of $531,000.  
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Foreign exchange gains and losses are the result of the translation of operating activities denominated in 
currencies other than the Canadian dollar. It should be noted that foreign exchange rate fluctuations also flow 
through the P&L line items as a significant portion of our operating items are denominated in Canadian dollars and 
we report our results in US dollars. The average value of the Canadian dollar compared to the US dollar in the 
second quarter of fiscal 2007 was CA$1.1656 = US$1.00 versus CA$1.1554 = $US1.00 during the same period last 
year, representing a decrease of 1% in the value of the Canadian dollar compared to the US dollar. The average 
value of the Canadian dollar compared to the US dollar in the first half of fiscal 2007 was CA$1.1463 = US$1.00 
versus CA$1.1674 = $US1.00 during the same period last year, representing an increase of 2% in the value of the 
Canadian dollar compared to the US dollar. 

 
We manage our exposure to currency risks with forward exchange contracts. In addition, some of our 

Canadian entities’ operating activities are denominated in US dollars or other currencies, which further hedges these 
risks. However, any further increase in the value of the Canadian dollar, compared to the US dollar, would have 
a negative impact on our operating results. 
 
INCOME TAXES 
 

For the three months ended February 28, 2007, we recorded an income tax expense of $854,000 compared 
to $657,000 for the same period last year. For the six months ended February 28, 2007, we recorded an income tax 
expense of $1.6 million compared to $1.2 million for the same period last year. 
 

Most of the income tax expense recorded in fiscal 2006 and 2007 represents income taxes payable at the 
Canadian federal level, which are reduced by research and development tax credits that are recorded against gross 
research and development expenses in the statements of earnings.  
 

We record a full valuation allowance against our future income tax assets because it is more likely than not 
that these assets will not be recovered. The valuation allowance will be reversed once we will have concluded that 
realization of future income tax assets is more likely than not. Consequently, our income tax rates are distorted 
compared to statutory rates. 

 
LIQUIDITY AND CAPITAL RESOURCES 
 
Cash Requirements and Capital Resources  
 
 As at February 28, 2007, cash and short-term investments totalled $114.6 million, while our working 
capital was at $144.8 million. Our cash and short-term investments increased $3.3 million in the second quarter of 
fiscal 2007, compared to the previous quarter, mainly due to the cash flows from operating activities of $7.0 million, 
offset by an unrealized foreign exchange loss on our cash and short-term investments of $2.8 million as well as the 
cash payment of $835,000 for the purchase of property, plant and equipment and intangible assets. The $2.8 million 
unrealized foreign exchange loss resulted from the translation, in US dollars, of our Canadian-dollar-denominated 
cash and short-term investments and was recorded in the cumulative translation adjustment in the balance sheet.  

 
Our short-term investments consist of commercial paper issued by twelve (fourteen as of 

November 30, 2006) quality, high-credit corporations and trusts; therefore, we consider the risk of non-performance 
of these financial instruments to be remote. For the purposes of managing our cash position, we have established a 
cash management policy, which we follow and monitor on a regular basis. These short-term investments will be 
used for working capital and other general corporate purposes, including other potential acquisitions. 
 

We believe that our cash balances and short-term investments will be sufficient to meet our liquidity and 
capital requirements for the foreseeable future. In addition to these assets, we have unused available lines of credit 
of $10.5 million for working capital and other general corporate purposes and an unused line of credit of 
$10.3 million for foreign currency exposure related to forward exchange contracts. However, possible operating 
losses and/or possible investments in or acquisitions of complementary businesses, products or technologies may 
require additional financing. There can be no assurance that additional debt or equity financing will be available 
when required or, if available, that it can be secured on satisfactory terms. Our lines of credit bear interest at prime 
rate.  
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Sources and Uses of Cash 
 

We finance our operations and meet our capital expenditure requirements mainly through cash flows from 
operating activities, the use of our cash and short-term investments as well as the issuance of subordinate voting 
shares.  
 
Operating Activities 
 

Cash flows provided by operating activities were $7.0 million for the three months ended 
February 28, 2007, compared to $5.4 million for the same period last year. Cash flows provided by operating 
activities in the second quarter of fiscal 2007 were mainly attributable to the net earnings before items not affecting 
cash of $5.3 million and the positive net change in non-cash operating items of $1.7 million. During the second 
quarter of 2007, our accounts payable and accrued liabilities increased, resulting in a positive effect on cash flows of 
$2.7 million. However, our income taxes and tax credits recoverable and our inventories increased during that 
period, resulting in negative effects on cash flows of $513,000 and $510,000, respectively. Timing of certain 
purchases and payments explain the increase in our accounts payable and accrued liabilities during the second 
quarter of fiscal 2007. Our income taxes and tax credits recoverable increased due to tax credits earned during the 
quarter but not yet recovered. Finally, our inventory slightly increased to support increased sales activities. 

 
Cash flows provided by operating activities were $10.3 million for the six months ended February 28, 2007, 

compared to $6.3 million for the same period last year. Cash flows provided by operating activities in the first half 
of fiscal 2007 were mainly attributable to the net earnings before items not affecting cash of $11.7 million, offset in 
part by the negative net change in non-cash operating items of $1.4 million. During the first half of 2007, our 
accounts receivable and our income taxes and tax credits recoverable increased, resulting in negative effects on cash 
flows of $3.2 million and $931,000, respectively. On the other hand, our accounts payable and accrued liabilities 
increased during that period, resulting in a positive effect on cash flows of $2.8 million. The timing of our sales in 
2007 explains the increase in our accounts receivable. Our income taxes and tax credits recoverable increased due to 
tax credits earned during the period but not yet recovered. Finally, our inventory slightly increased to support 
increased sales activities. 
 
Investing Activities 
 

Cash flows used by investing activities were $5.7 million for the three months ended February 28, 2007, 
compared to $9.6 million for the same period last year. In the second quarter of fiscal 2007, we acquired 
$4.8 million worth of short-term investments and paid $835,000 for the purchase of property, plant and equipment. 
During the corresponding period last year, we made cash payments of $17.5 million and $933,000 for the 
acquisition of Consultronics and the purchase of property, plant and equipment, respectively. In order to finance a 
portion of these payments, we disposed of $8.8 million worth of short-term investments during that quarter.  

 
Cash flows used by investing activities were $8.0 million for the six months ended February 28, 2007, 

compared to $9.2 million for the same period last year. In the first half of fiscal 2007, we acquired $7.6 million 
worth of short-term investments and paid $1.6 million for the purchase of property, plant and equipment. On the 
other hand, during that same period, we received $1.2 million following the sale of one of our buildings located in 
Rochester, NY. For the corresponding period last year, similar reasons as those described above for the second 
quarter of 2006 explain the use of cash by investing activities during the first half of fiscal 2006.  
 
FORWARD EXCHANGE CONTRACTS 
 

We utilize forward exchange contracts to manage our foreign currency exposure. Our policy is not to utilize 
those derivative financial instruments for trading or speculative purposes. 
 

Our forward exchange contracts, which are used to hedge anticipated US-dollar-denominated sales, qualify 
for hedge accounting; therefore, foreign exchange translation gains and losses on these contracts are recognized as 
an adjustment of the revenues when the corresponding sales are recorded. 
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As at February 28, 2007, we held forward exchange contracts to sell US dollars at various forward rates, 
which are summarized as follows:   
 

Expiry dates  
Contractual 

amounts  
Weighted average contractual 

forward rates 
    

March 2007 to August 2007  $21,700,000  1.1520 
September 2007 to December 2009  $48,300,000  1.1312 

 
As at February 28, 2007, the fair value of our forward exchange contracts, which represents the difference 

between their contractual amounts and their current trading value, amounted to an unrecognized loss of $1.3 million.  
 
CONTINGENCY 
 

As discussed in note 6 to our interim consolidated financial statements, EXFO was named as a defendant in 
a U.S. securities class action related to its initial public offering (IPO) in June 2000. The complaints allege that the 
prospectus and the registration statement for the IPO failed to disclose that the underwriters allegedly received 
excessive commissions and that the underwriters and some investors collaborated in order to inflate the price of 
EXFO’s stock in the after-market.  
 

In June 2003, a committee of EXFO’s Board of Directors conditionally approved a proposed settlement 
between the issuer defendants, the individual defendants, and the plaintiffs. If approved, the settlement would 
provide, among other things, a release of EXFO and of the individual defendants for the conduct alleged in the 
action to be wrongful in the amended complaint. EXFO would agree to undertake other responsibilities under the 
settlement, including agreeing to assign away, not assert, or release certain potential claims EXFO may have against 
its underwriters. Any direct financial impact of the proposed settlement is expected to be borne by EXFO’s 
insurance carriers.   
 

On June 25, 2004, the Plaintiffs moved for preliminary approval of the settlement. The court granted the 
preliminary approval motion on February 15, 2005, subject to certain modifications. On August 31, 2005, the court 
issued a preliminary order further approving the modifications to the settlement and certifying the settlement classes. 
The court also appointed the Notice Administrator for the settlement and ordered that notice of the settlement be 
distributed to all settlement class members beginning on November 15, 2005. A settlement fairness hearing was held 
on April 24, 2006; however, no ruling has been issued yet by the court.  

 
The plaintiffs have continued to litigate against the underwriter defendants. The district court has directed 

that the litigation proceed within a number of "focus cases" rather than in all of the 310 cases that have been 
consolidated. The company's case is not one of these focus cases.  On October 13, 2004, the district court certified 
the focus cases as class actions. The underwriter defendants appealed that ruling, and on December 5, 2006, the 
Court of Appeals for the Second Circuit reversed the district court’s class certification decision. Because the 
company's settlement with the plaintiffs involves the certification of the case as a class action as part of the approval 
process, the impact of the Court of Appeals' ruling on the company's settlement is unclear. On January 5, 2007, the 
plaintiffs filed a petition for rehearing en banc by the Second Circuit. That request is still pending. 

 
If the court determines that the settlement is fair to the class members, and that the settlement classes can 

be certified, the settlement will be approved. The settlement provides that, if the plaintiffs do not obtain any 
recovery from the underwriter defendants, the members of the class action would receive an amount not expected to 
exceed $2,507,678. Any direct financial impact plus any legal fees are expected to be borne by the company’s 
insurance carriers. However, there can be no assurance that this proposed settlement would be approved and 
implemented in its current form, or at all. Therefore, it is not possible to predict the final outcome of the case, nor to 
determine the amount of any possible losses. If the settlement process fails, the company will continue to defend its 
position in this litigation that the claims against it, and its officers, are without merit. Accordingly, no provision for 
this case has been made in the interim consolidated financial statements as at February 28, 2007. 
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SHARE CAPITAL AND STOCK-BASED COMPENSATION PLANS 
 
Share Capital 
 

As at March 28, 2007, EXFO had 37,143,000 multiple voting shares outstanding, entitling to ten votes each 
and 31,765,556 subordinate voting shares outstanding. The multiple voting shares and the subordinate voting shares 
are unlimited as to number and without par value. 
 
Long-Term Incentive Plan and Deferred Share Unit Plan 
 

The aggregate number of subordinate voting shares covered by stock options, restricted share units (RSUs) 
and deferred share units (DSUs) granted under the Long-Term Incentive Plan and the Deferred Share Unit Plan was 
2,738,331 as at February 28, 2007. The maximum number of subordinate voting shares issuable under these two 
plans cannot exceed 6,306,153 shares. The following tables summarize information about stock options, RSUs and 
DSUs granted to the members of the Board of Directors and to Management and Corporate Officers of the company 
and its subsidiaries as at February 28, 2007: 
 

Stock Options  Number  

% of issued 
and 

outstanding  

Weighted 
average 

exercise price
       
Chairman of the Board, President and CEO  
(one individual) 

 
179,642  8%  $9.05 

Board of Directors (five individuals)  194,375  9%  $6.23 
Management and Corporate Officers  
(eight individuals) 

 
297,718  14%  $16.10 

       
  671,735  31%  $11.36 
 

Restricted Share Units (RSUs)  Number  

% of issued 
and 

outstanding   
       
Chairman of the Board, President and CEO  
(one individual) 

 
59,913  11%   

Management and Corporate Officers  
(ten individuals) 

 
272,399  52%   

       
  332,312  63%   
 

Deferred Share Units (DSUs)  Number  

% of issued 
and 

outstanding   
       
Board of Directors (five individuals)  54,305  100%   
 
OFF-BALANCE SHEET ARRANGEMENTS 
 

As at February 28, 2007, our off-balance sheet arrangements consisted of letters of guarantee and forward 
exchange contracts. As at February 28, 2007, our letters of guarantee amounted to $1.9 million; these letters of 
guarantee expire at various dates through fiscal 2010 and the full amount was reserved from one of our lines of 
credit. Our forward exchange contracts are described above. 
 
VARIABLE INTEREST ENTITY 
 

As of February 28, 2007, we did not have interests in any variable interest entities. 
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RISKS AND UNCERTAINTIES 
 

Over the past few years, we have managed our business in a difficult environment; focused on research and 
development programs for new and innovative products aimed at expected growth pockets in our sector; continued 
the development of our domestic and international markets; and made strategic acquisitions. However, we operate in 
a highly competitive sector that is in constant evolution and, as a result, we encounter various risks and uncertainties 
that must be given appropriate consideration in our strategic management policies. 
 

We are exposed to currency risks due to the export of our Canadian-manufactured products, the large 
majority of which are denominated in US dollars. These risks are partially hedged by operating expenses 
denominated in US dollars, the purchase of raw materials in US dollars and forward exchange contracts. The 
increased strength of the Canadian dollar, compared to the US dollar, over the last few years, caused our operating 
expenses and our foreign exchange loss to increase. Any further increase in the value of the Canadian dollar in the 
coming months would negatively affect our results of operations.  

 
In addition, risks and uncertainties related to the telecommunications test and measurement industry 

involve the rapid development of new products that may have short life cycles and require extensive research and 
development; the difficulty of adequately predicting market size and trends; the difficulty of retaining highly skilled 
employees; and the ability to quickly adapt our cost structure to changing market conditions in order to achieve 
profitability. 

 
Furthermore, given our strategic goals for growth and competitive positioning in our industry, we are 

continuously expanding into international markets. This exposes us to certain risks and uncertainties related to 
changes in local laws and regulations, multiple technological standards, protective legislation and pricing pressure.  
 

Also, while strategic acquisitions, like those we have made in the past, the recent acquisition of 
Consultronics and possibly others in the future, are essential to our long-term growth, they also expose us to certain 
risks and uncertainties related to the rapid and effective integration of these businesses as well as their products, 
technologies and personnel. Finally, integration requires the dedication of management resources, which may detract 
their attention from our day-to-day business and operations. 

 
The economic environment of our industry could also result in some of our customers experiencing 

difficulties and, consequently, this could have a negative effect on our results especially in terms of future sales and 
recoverability of accounts receivable. However, the sectorial and geographic diversity of our customer base provides 
us with a reasonable level of protection in this area. Finally, other financial instruments, which potentially subject us 
to credit risks, consist mainly of cash, short-term investments and forward exchange contracts. Our short-term 
investments consist of debt instruments issued by twelve quality, high-credit corporations and trusts. Our cash and 
forward exchange contracts are held with or issued by quality high-credit financial institutions; therefore, we 
consider the risk of non-performance on these instruments to be remote. 

 
For a more complete understanding of risk factors that may affect us, please refer to the risk factors set 

forth in our disclosure documents published with securities commissions at www.sedar.com in Canada or 
www.edgar.com in the U.S. 
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QUARTERLY SUMMARY FINANCIAL INFORMATION (Unaudited) 
(tabular amounts in thousands of US dollars, except per share data) 
 

  Q2-FY07  Q1-FY07  Q4-FY06  Q3-FY06 
         
Sales  $ 35,207  $ 35,547  $ 35,733  $ 35,410 
Cost of sales  $ 14,970  $ 15,229  $ 16,318  $ 15,453 
Gross margin  $ 20,237  $ 20,318  $ 19,415  $ 19,957 
Earnings from operations  $ 2,081  $ 2,759  $ 2,363  $ 3,608 
Net earnings  $ 2,684  $ 3,533  $ 2,910  $ 3,504 
Basic and diluted net earnings per 

share  $ 0.04  $ 0.05  $ 0.04  $ 0.05 
 

  Q2-FY06  Q1-FY06  Q4-FY05  Q3-FY05 
         
Sales  $ 30,066  $ 27,044  $ 26,304  $ 26,180 
Cost of sales  $ 13,440  $ 12,064  $ 11,925  $ 11,478 
Gross margin  $ 16,626  $ 14,980  $ 14,379  $ 14,702 
Earnings from operations  $ 1,408  $ 683  $ 811  $ 509 
Net earnings  $ 1,366  $ 355  $ 454  $ 276 
Basic and diluted net earnings per 

share  $ 0.02  $ 0.01  $ 0.01  $ − 
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